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ABSTRACT

The use of tax—-exempt and taxable bonds by colleges
and universities to raise capital is discussed. Currently, the most
common tax-exempt instrument issued by higher education institutions
is the revenue bond. Until the early 1980s the most common form of
tax-exempt financing was long-term fixed-rate debt. Variable or
floating rate debt became popular during the early 1980s in response
to the high interest rates of the late 1970s. Historically, capital
projects were financed with long-term debt (maturities of 20 years or
more). Shorter maturities are structured as serial maturities and
longer maturity bonds as term bonds. Most higher education general
obligation debt is sold on a competitive, rather than a negotiated,
basis. Refunding is a means of issuing new debt to refinance existing
debt. Taxable debt instruments include taxable commercial paper,
medium-term notes, U.S. domestic public market, private placement,
and foreign currency denominated municiples. Advantages and
disadvantages of each type of taxable and tax—exempt bonds are
identified. The use of a debt-service reserve fund is also briefly
addressed. (SW)
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TAL IDEA

a newletter of the
FORUM FOR COLLEGE

FINANCING ALTERNATIVES

New Approaches To Debt Financing

The Issue

Over the past 25 years, colleges and universities
have used tax-exempt financing as an effective
method to raise capital for major equipment pur
chases and new facilities. The tax-exempt market
has provided these institutions with a reliable, ac-
cessible, and a less expensive source of funds.
In 1985, a record $10.5 billion of tax-exempt bonds
were 1ssued for higher education. Uncertainty
about the prospective Tax Reform Act of 1986 and
subsequent restrictions in the legsiation cut that
volume n half last year and will most likely imit
the ability of some colleges and universities to use
tax-free bonds for the foreseeable future.

Within imits, however, significant opportunities
still exist to utilize tax-exempt financing. And, for

a variety of reasons colleges, universities, and,
most commonly, state and regional student loan
authorities are increasingly issuing taxable bonds.
Thus, an understanding of both taxable and tax-
exempt bonds and therr markets 1s useful when
making capital financing decisions.

This issue of Capltal Ideas will clanfy some of
the more common practices and products of the
tax-exempt and taxable bond markets. We have
attempted to define terms when they are intro-
duced, and give examples where possibie.

Special thanks go to David C. Clapp of Gold-
man Sachs & Ccmpany and Larry Levitz, a con-
sultant to the Forum, for ther information and
assistance in preparing this issue.

Some Historic Notes

Why are some bonds taxable and others exempt
from taxation? Tax exempton for municipal bonds
evolved from the constitutional doctrine of recipro-
calimmunity According to early constituticnal in-
terpretation, neither the federal government nor
the states were permitted to interfere in each
other’s affairs without cause. When the federal in-
come tax was first instituted in 1913, tax exemption
of state and local debt was written into the Internal
Revenue Code. The original Code also recognized
that organizations devoted exclusively to educa-
tional, charitable, ¢. religious purposes deserved
tax-exempt status, today, most private higher edu
cational institutions enjoy the tax-exempt status
written into section 501(c)(3) of the Internal Rev-
znue Code.

Although state and local governments have long
issued tax-exempt debt, it was not until after World
War ! that the tax-exempt market burgeoned. Be
tween 1960 and 1980 the market experienced a
six-fold increase. Growth is attributable to high
tax rates which increased the value of tax-free in-
come to high tax bracket investors, the increased
needs of issuers, the expanding use of short-term
debt to fund cash flow needs, and the explosive
growth of revenue-supported debt.

Before the 1970s, most municipal debt was se-
cured by a general obligation pledge. The gov-
ernmental unit backed the bonds with its “full faith
ana credit,’ which obligated the government to
impose whatever taxes were necessary to meet
all debt service requirements ¢f the bonds. Dur-
ing the period of expar.ding coliege and univer-
sity enrollments in the early and mid-1960s, state
authorities (such as the New York State Dormitory
Authority or the health and educational financing
authorities in the New England states) were willing
to issue debt for both public and private educa-
tional institutions. By declaring that higher educa-
tion fulfilled a public purpose, state and local au-
thonties could issue tax-exempt bonds for private
educational institutions.

Today, the most common tax-exempt instrument
1ssued by higher education institutions is the rev-
enue bond. Revenue bond issues give bondhold-
ers a lien on the revenues of a particutar enterprise
or project. Sometimes the revenues pledged are
specific, for example, student dormitory rental fees
may be pledged against a dormitory construction
bond issue. Other revenue issues pledge all the
institution's available resources.
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Because long-term fixed
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Tax-Exempt Debt Instruments

Until the early 1980s the most common form of
tax-exempt financing was long-term fixed-rate
debt. Each matunity contains a fixed coupon or
interest rate wh:ch is paid, usually in semiannual
installments, until the principal is retired (typically
10 to 30 years). This type of debt has a number
of advantages. Because it is a well known, con-
servative instrument, it can take advantage of
hedging opportunities, such as variable rate
swaps, and use sophisticated marketing techni-
ques such as deep discuunts. Unfortunately, its
greatest disadvantage is that it usually commands
k.gher interest rates because the long term in-
creases the bondholder’s risk that interest rates
will rise over that period of time, decreasing the
value of the bond.

Variable or floating rate debt became popular
during the early 1980s in response to the high
interest rates of the late 1970s. Variable or floating
rate debt allows bond interest to vary periodically
according to an index, formula, or some other
standard of measurement. By offering investors
protection against future rate increases, issuers
of variable rate debt can obtain lower interest rates
characteristic of short-term issues, but under the
structure of a long-term bond. Known as variable
rate demand bonds (VRDBS), these bonds fre-
quently contain a provision which allows investors
to “put” or sell the bonds back to the issuer at
par value. Put periods usually occur at interest rate
reset dates. To ensure that funds are availahle to
purchase all bonds which may be put bac< to
the issuer, backup credit from a bank or another
financial institution is usually obtained to provide
liquidity. VRDBS often contain a one time fixing
option that converts the variable rate to a fixed
interest rate.

One example of a VRDB is the 7-day Variable
Rate Demand Note (VRDN). This type of VRDB
carries a long-term nominal maturity and an inter-
est rate which is reset every seven days. The bonds
can be put by the holder on a weekly basis and
they can be "called” or brought back by the issuer
at par with 30 days advance notice. Lower interest
rate advantages of the VRDBs must be weighed
against their disadvantages— the additional costs

marketed are usually warehoused at the letter of
credit bank's higher lending rate.

Many new developments concerning vanable
rate debt are essentially variations upon the VRDB.
Some offer flexible interest rate setting periods
and/or flexible put penods. The Flexible Variable
Rate Demand Bond (Flex-VBRD) allows the issuer
to change the put feature of a bond trom one op-
tion to another if the bond trustee and notehold-
ers are given adequate notice. Put options can
be lengthened or shortened based upon changes
in expected yield curves. If a decline in rates I1s
anticipated the issuer can shorten put penods;
conversely periods can be lengthened if rates are
expected to increase. The variety of new instru-
ments enhances an institution’s ability to structure
an issue to meetits own particular budgeting and
cash flow needs.

Long-term vs. Short-term

Historically, capital projects were financed with
long-term debt (matunties of 20 years or more).
These bonds usually carned a combination of
several maturities which enabled the issuer to
spread out debt service costs and stay within
budget constraints. Shorter maturities are struc-
tured as senal matunties and longer maturity
bonds as term bonds. Term bonds generally con-
tain mandatory sinking fund provisions which re-
qurre regular interval payouts which gradually retire
most or all of the principal before its stated maturity
date.

Revenue Anticipation Notes (RANS) and Bond
Anticipation Notes (BANS) are two common forms
of short-term debt. Such debt s often used to pro-
vide interim financing for short term cash flow
needs or for construction projects. These notes
are structured to be retred with the proceeds of
along term issue. Thus the ability of the issuer to
have future access to the capital markets is of para-
mount importance. The proliferation of short-term
debt instruments among state and local govern-
ments oniginated from their need to fund cash re-
quirements during penods of cash deficiency.

A more recent innovation which has become ex-
tremely popular is Tax-Exempt Commercial Paper




~ Players

Underwriters. Underwriters accept the risk of purchasing a bond issue with the intent of re-
offering the bonds to investors at a profit. In competitive sales, underwriters may join icgether
forming syndicates to bid for the bonds. In negotiated sales, an underwriter is selected before
the sale and works closely with the issuer in structuring and marketing the issue.

Bond Counsel. Bond couns;l delivers an independent legal opinion certifying that the bond
issue is a valid and binding obligation of the issuer and states whether or not interest on the
bonds is tax-exempt according ‘o federal, state and local law.

Bond Trustee. The bond trustee is usually a bank. It acts as custodian of the bond funds en-
suring that al! bond accounts are maxntamed and the issuer complies with the provisions of
the bond contragt, > +4E%. %7

Financial Advisor. The fi nani:ial advisor acts in an ongoing capacity as a consultant to the
issuer regarding all ﬁnancmg activities. It assxsts in setting up and structuring competitive bond
sales. , - .. . TSNP M . e -
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Rating Agency. The ratrng agency, Moody's lnvestors Semce ot Standard and Poor’s Cor-
.Doration, assigns a ranking to the issuers which serves as a guide to investors as to the credit-

-worthinéss of the bond issuers. They base their ratings upon the issuers’ ab|I|ty and willingness
10 meet future debt serwce requurements. -

Bond Insurers. Bond insurance assures the prompt payment of interest or of interest and prin-
cipal depending upon the terms of insurance. Insurance serves to raise the rating a given issue
receives. A higher rated bond will be more attractive to investors. The benefits of insurance to
the issuer is lower interest costs. The cost of insurance will depend among other things upon
the quality of the issuer, the maturity of the issue, and the amounts involved. The disadvantages

include the additional cost of the'insurance premium.

funds, bank trust departments, high net-worth in-
dividuals, and corporations. Although interest cost
for TXCP is lower because of its popularity among
investors, it must be redeemed frequently or rolled
over with new debt. Also, TXCP requires extensive
management oversight by the issuer on a daily
basis.

Variable rate debt, as discussed before, com-
bines features of long-term and short-term debt.
Most variable rate issues carry interest costs which
are higher than those of TXCP although lower than
long-term fixed-rate debt.

Competitive vs. Negotiated lssues

Most higher education general obligation debt
1s sold on a competitive basis whereby two or
more groups of underwriters, usually composed
of either investment or commercias banks, will bid
to purchase the bonds from the issuer. While com-
mercial banks are restricted in sonte of their un-
derwnting activities, these restrictions ¢!o not apply
to activities relating to debt issued by 5C1(c)(3) or-
ganizations. The issuer generally chocses the
underwriters with the lowest interest rate bict and
sells the bonds to them at the bid price. The win-
ning underwriters then attempt to sell the bonds
to investors. The naw tax law requires that a sub-
stantial portion of the issue be reoffered at the of-
fering price.

When an issue is negot!ated the issuer chooses
one underwriter or group of underwriters before
the sale to purchase and market the bonds. The
underwriters work with the issuer in structuring the
deal. Revenue bonds are usually sold on a nego-

tiated basis because they are usually more com-
plicated than general obligation issues. Privately
placed issues, issues sold to only a few investors,
are almost always negotiated. The underwriter
works closely with the issuer and the investors to
arrange a mutually acceptable agreement. Be-
cause a limited number of investors is involved,
these issues tend to be relatively small.

Refundings

Refunding is a means of issuing new debtto re-
finance existing debt. However, refundings do not
necessarily coincide with the expiration of old debt.
When the proceeds from a new issue are placed
into an escrow account which will redeem the old
debt at a later date the transaction is known as
an advance refunding. Advance refundings are
used to either replace high interest rate bonds
with bonds carrying a lower interest rate or to
remove restrictive convenants associated with the
refunded debt. Because market rates during the
first quarter of 1987 were relatively low, advance
refundings were widely used. Approximately two-
thirds of all debt issued in 1987 has been for re-
funding purposes.

There are several types of advance refundings.
High-low refundings involve refunding bonds
whose interest cost is lower than the: interest cost
on old bonds. Proceeds from the refunding are
placed into an escrow fund, and are then invested,
usually in federal securities &1 securities guaran-
teed by the federal government. Treasury regula-
tions restrict the yield on the escrow to the arbi-

Advance refundings are
used to either replace high
intorest rate bonds with
bonds carrying a lower
intcrest rate or to ramove
restrictive covenants
assoclated with the
refunded debt.
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trage yield on the refunding issue. The investments
are structured such that they mature in time to pay
principal and interest plus call premium, if neces-
sary, on the refunded bonds. High-low refundings
can be structured so that the savings are realized
at the time of the issues or can be taken over the
life of the issues in the form of lower debt service
costs. Refundings commonly involve an escrow
agreement between the issuer and the trustee,
usually a bank. The trustee establishes and over-
sees the escrow fund and retirement of the bonds
in accordance with the escrow agreement.
Low-high refundings, because they involve
higher interest bonds refunding lower interest debt,
can increase the issuer's interest costs. However,
since the refunding involves a defeasance to ma-
turity, the escrow is invested to maturity decreasing
the issue size and reducing interest expense. De-
feasance is a legal term which means that the
rights of the refunded bondholders, as stipulated

in the contract or bond inder*ure between issuer
and bondholders, are terminated. Low-high re-
fundings are usually undertaken to relieve the
1ssuer of certain onerous provisions of the bond
indenture.

Crossover refundingy establish an escrow
fund whose earnings initially pay the interest on
the refunding bonds until the refunded bonds' first
call date. At that time, the escrowed funds are used
to retire the refunded bonds. The issuer’s pledged
revenues on the refunded bonds now crossover
and secure the refunding bonds. Crossover re-
fundings can provide a hedge against a rise in
future interest rates by allowing previously issued
variable rate debt to remain outstanding while lock-
ing in favorable lori3-term rates with the refunding
issue.

Most issuers of tax-exempt debt issue bonds so
that the aggregate debt service is level on an an-
nual basis. In window refundings the refunding

Method

Tax-exempt
Commerclal Paper

Dally Demand Bonds

Varlable Rate
Demand Bonds

Quarterly Teader Notes

Annual Tender Notes

Fixed Rate Notes

Put Bonds

Long Term Fixed
Rate Debt

Pooled Caplital
Flnanclng

Tax-exempt Bonds

General Description

Short term; 1-270 days un-
secured promissory note,
revolving line of credit or
letter of credit; $25 million
minimum

Matunty as desired with
daily put, letter .of credit
and standby bank

Short term with long term
nominal matunties, period-
ic rate resetting, call op-
tion, conversion {o fixed
rate, letter of credit and
standby bank

Matunty as desired with 3
month put, credit support
depends on rating

Maturities as desired with
annual put, no credit sup-
port

6 month to one year
matunty with no credit sup-
port

1, 2, 3, 5, year matunties,
no credit support although
credit worthy raling as-
sumed

10-30 year maturilies,
credit of issuer or issuance
for support

530 year maturities, re-
quires letter of credit or
issuance

Advantages

Maturitiestailored to needs,
lowest interest rate, lowest
front end fees, broadest in-
vestor market

Low interest rates, large in-
vestor pool, convertible to
fixed rate, callable, protect-
ed from large fluctuation,
can arbitrage proceeds

Long term and interim ma-
turities locked in, attractive
short lerm rate, callable on
30 days notice, wide mar-
ket, convertible to fixed
rate.

Matunties locked in, 90
day rate, insulated from
short tern savings, conver-
tible 1o fixed rate

Maturities locked in, one
year rate, insulated from
short interest rate swings,
puls are infrequent, no let:
ter of credit, convertible to
fixed rale

Fixed interest rate over fis-
cal year, no letter of credit

Taps intermediate market
for long term maturities

Fixed rate of interest, no
put exposure, can utilize
sophisticated marketing

Economues of scale, credit
homogenization

Disadvantages

Reissuance nisk, active
management, annual re-
newal arbitrage complica-
tions.

Dally put nsk, puts must
be remarketed, some fees
higher that TXCP unremar-
keted bonds in standby
bank for a fee.

Risk of interest rate
increase.

Callable only on 90 days
notice, must remarket put
bonds, unremarketed
bonds to standby for a fee.

Callable only once peran-
num without premium,
rates may be high during
rate setting period.

Higher cost of borrowing,
non-callable, somewhat re-
stricted market.

Interest rate risk when re-
marketing.

High interest rates.

Arbitrage rebate requires
ment. Credit homogeniza-
tion raises costs 10 some
participants.
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proceeds.

exempt investments.

Tax Reform Implications

¢ Debt of 501(c)(3) organizations now considered private purpose.

¢ 95 percent of proceeds from 5901(c)(3) crganization issues and 90 percent from state and
local issues must be spent for the exempt purpose.

¢ 20 percent of proceeds from federally guaranteed student loan bondrissues must be spent
for the exempt purpose. Other student loan bonds must meet the 95 percent standard. .

* 501(c)(3) organizations, except hospitals, limited to $150 million of outstanding bonds.

o Iscuance costs that may be financed by tax-exempt bonds restricted to 2 percent of total

¢ Financial institutions can no longer deduct interest incurred on borrowings to carry tax-

¢ Arbitrage opportunities are essentially eliminated.
See the last issue of Capltal Ideas for & more compinte discussion.

bonds are structured so that no principal pay-
ments mature in the early years. The refunding
issue has a longer average life and higher interest
cost than a normal structure but, especially in a
low-highissues, the issuer is indifferent. A “window"
inthose early years is created by the lack of ma-
tunties. The issuer can issue additional non-refund-
ing on "new money" debt designed for early ma-
turity. Window refundings can achieve substantial
savings for the issuer on new money since issues
with shorter term maturities carry a lower interest
cost.

Refunded bonds are generally defeased through
refundings. In legal defeasance the rights of the
bondholders are terminated and the bondholder’s
ties on any revenues previcusly pledged to the
refunded bonds is also extinguished. How de-
feasance will be accomplished is stated in the in-
denture of the refunded bonds. Provisions of the
bond indenture often require that an irrevocable
escrow fund be established and dedicated solely to
the retirement of the refunded bonds if they are to be
deteased. The indenture or escrow agreement will
specify the investments which may be purchased,
the manner in which other investments may be

substituted for existing ones, and the procedure,
if any, for ainending the escrow agreement. Once
the refunded bonds are defeased, the debt can
be eliminated from the issuer's financial state-
ments according to generally accepted account-
ing principles.

Econcmic defeasance in contrast to legal
defeasance occurs when the original issue con-
tains a nonrefunding provision. Proceeds from the
refunding issue are used to finance the refunded
bonds. These bonds, although refunded, remain
the legal responsibility of the issuer and must still
be shown on the issuers financial reports.

The Tax Reform Act of 1986 has restricted the
use of advance refundings because the use of
this technique results in a higher leve! of outstand-
ing tax-exempt debt for a given project. For debt
issued in 1985 or earlier, two advance refundings
are generally allowed. For debt issued in 1986 or
later, only one advance refunding is likely to be
permissible. And, of course, the general reductions
on length of maturities, cost of issuance, and other
restrictions added by tax reform, apply to the re-
funding issue.

debt-service reserve fund.

Reserve Funds After Tax Reform

One change resumng from tax reform arisae from the new regulanons relating to debt -service
reserve funds. Rating agencies prefer that most revenue bonds be backed by a debt-service
roserve fund at a level equal to the lesser of maximum annual debt service or the tax law's limit
of ten percent of the proceeds. The law also requires that arbitrage profits earned on the money
in the debt-service reserve funds be rebated to Treasury. A recent Moody's report offered four
ways in which issuers may supplement the reserve fund to overcome the law's limits so that
they can achieve and maintain a favorable credit rating. Issuers may supplement the fund with
a letter of credit. They may provide the entire reserve through a letter of credit. They may start
the fund atten percent of the proceeds and then provide for an accumulation in a short period
of time. Finally, they may sell a small taxable issue whose proceeds will be used to fund the

Moody'sindicates that the requirements for a debt-service reserve fund may vary depending
upon the issuer. A small private college or university without a major endowment would require
a fully funded debt-service reserve fund. State universities in states with strong economies, if
the debt is backed by a general obligation pledge of the university, could receive a favorable
credit rating by funding thsir reserve at less than the 10 percent limit. Similarly institutions such
as amajor private university whose debt is backed by the university’s general obligation pledge,
where the school has unrestricted endowments much larger than the expected level of debt
service, could achieve a favorable credit rating without any debt-service reserve fund.

ERIC
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Taxable commerclal paper
offers educational
Institutions a large pool
of potential investors.

Taxable Debt Instruments

The capital development needs of higher educa-
tion continue to grow each year. Although a vast
majority of these recjuirements will continue to be
met through the issuance of tax-exempt bonds,
Solleges and universities must begin to examine
carefully other financing vehicles. The Tax Reform
Act of 1986 placed restrictions on tax-exempt debt.
One of the more significant new restrictions is the
reduction in the percent of private activity per-
mitted to be financed with tax-exempt funding.
501(c)(3) organizations must limit proceeds used
for pnvate activity to 5 percent. Student loan bonds
are limited to 10 percent If federally guaranteed
and 5 percent otherwise. Other tax-exempt issuers
are limited to 10 percent. Furthermore, many of
the largest private universities are virtually barred
from further access to the tax-exempt market be-
cause of a $150 million per institution limitation on
outstanding tax-exempt debt. Consequently, the
taxable bond market is being looked at with increas-

ing frequency.

Taxable Commerclal Paper

Taxable commercial paper—unsecured, short-
term promissory notes of a borrower—is very
similar to tax-exempt commercial paper. But there
are a numbe: of significant differences between
the markets. In the taxable commercial paper
market, commercial paper is generally sold toin-
stitutional investors on a discounted basis.

The market for taxable commercial paper is vast
—it accounts for almost 38 percent of the U.S.
money market. Investors like this form because it
allows short-term investment at attractive interest
rates and is an economical means of diversifying
portfolios. Colleges and universities entering this
bond market will find a large potential pool of in-
vestors. Of course, they will have to pay the price
in higher, taxable intefest rates.

Medlum-term Notes
Another taxable vehicle which may b2 of use
to higher education debt issuers is medium-term

Tax Reform Update

Last year the House version of the tax reform bill included 501(c)(3) organizatiors under the
volume cap but this provision was eliminated in the final version of the tax bill. The [House Ways
and Means Commitige, in an effort to increase revenues next year, may reintroduce this provi-
sion and include private non-profit universities within the state unified volume cap. Currently
such institutions are exempt from the state limit but are subject to a $150 million cap per institution.

The affect of the institutional $150 million debt limit on research and development incentives
was the topic of recent hearings held by the Senate Finance Taxation and Debt Management
Subcommittee. One speaker asserted that the $150 million limit will have a niegative effect on
“efforts to expand our research infra-structure” Although the Treasury opposes eliminating the
cap, college and university representatives claim that such a measure would spur research and
development efforts while costing the government less than $20 million in revenue annually.
Furthermore, encouragement of research and development activities would ba in accord with
the Administration’s current emphasis on competitiveness. However, it is unlikely the President
will support such a change at this juncture.

The Joint Tax Committee’s explanation of the revenue provisions of the new tax law ("Blue
Book") was released on May 7th. The Blue Book clarifies certain issues of the new tax law relating
to refundings, arbitrage, pooled financing. etc. It appears to preserve the $5 million small-issuer
exemption from arbitrage rebate requirements but suggests that a bond bank may be subject
to those requirements if all borrowers do not spend their bond proceeds within six months. The
Blue book states that student bond loans and qualified 501(c)(3) bonds are exempt from cer-
tain public approval requirements regarding identification of facilities with which those issuers
would not have been able to comply.

Some major issues remain to be resolved. Perhaps the most important concemns tha issuance
of bonds for working capital. Atthough the law did not specifically prohibit working capital finan.
cings, another provision limits the mi tunty of private-activity bonds to 120 percent of the economic
lifa of the facility. Because no facilities are involved, issuers were uncertain whather they would
violate the law when issting bonds for working capital. Although some congressional staff
members believe the restrictions do not apply. the issue remains open to interpretation.

The General Explanation of The Tax Reform Act of 1986, (Blue Book) is availabls at the cost
of $31.00 from the Superintendent of Documents, U.S. Government Printing Office, Washington,
D.C. 20402-9325. In addition, Title 18, which includes the Technical Courrections to the 1984
Tax Bill is available for $6.50. Prentice-Hall sells the books for $16.00. It may be ordered by writing
Prentice-Hall, 200 Old Tappen Rd., Old Tappan, N.J. 07675, or calling (201) 767-5000. These
pricesinclude mailing. CCH sells the book for $15.0C plus mailing. It may be ordered by writing
CCH, 4025 West Peterson, Chicago, IL 60642 or calling (312) 583-8500.
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notes. Medium-term notes (MTNs) are debt secur-
ities offered on a continuous or intermittent basis.
Maturities normally range from nine months to 15
years and are noncallable. There is no equivalent
of MTNs in the tax-exempt arena.

The advantages of MTNs are numerous. MTNs
are a form of incremental financing, available in
small or large size. They can allow an issuer to
average interest costs over several smaller offer-
ings rather than gamble on a long-term issue.
MTNSs allow an issuer to pull out of the fixed in-
come market with no prior notice. And active par-
ticipation in the MTN market provides the issuer
with broad and frequent exposure to the capital
markets.

U.S. Domestic Public Markets

Historically, the domestic public market has
been the largest and most liquid debt market. it
offers consistent access to the full range of ma-
turities from one to 30 years. Pricing is based on
a spread over comparable maturity U.S. Treasury
yields.

The obvious advantage of the public market is
its size. it is possible to raise up to $300 million
per issuer. Again, the disadvantage is cost: The
domestic market is one of the most expensive
sources of funds.

Private Placement Market

The private placement market offers a substan-
tial source of funds, particularly through life insur-
ance companies. The average size of an issue is
usually between $5 million and $50 million, and
maturities range from three to 15 years. This market
can be accessed quickly for small size issues, and

delayed funding (3-6 months) is sometimes avail-
able. But only limited funds are available for long-
term maturities and large deais (over $100 million)
are not always cost effective.

Previously financial institutions purchased large
amounts of tax exempt debt. Because the Tax
Reform Act of 1986 eliminated much of the advan-
tages of holding tax-exempt debt, these organi-
zations will find taxable placements much more
attractive,

Forelgn Currency-Denominated Bonds

Foreign currency-denominated municipal bonds
are a potential new area available to colleges and
universities. These bonds would be identical totra-
ditional bonds except that they would be denom-
inated in, and would pay coupons denominated
in, a foreign currency.

A few universities are now actively considering
Eurodollar and Euroyen issues and plan to pur-
sue an overseas financing when market conditions
are attractive. However, only a small number of In-
stitutions have sufficient name recognition to at-
tract overseas investment,

Concluding Comments

College and university financings occupy a rea-
sonably good niche in the debt marke!s. But the
environment for capital financing is not as good
as it has been i the past. Indeed, tax reform has
shut off access to some markets and severely iim-
ited access to others. Higher education financial
administrators must continue to deveiop their
understanding of the debt-financing markets and
techniques as well as explore new vehicies and
channels to meet capital needs.

Taxable Bonds

Method

Texable
Commercial Paper

Medlum Term Notes

US Domestic
Public Markets

Private Pizcement

Forelgn Currency-
Denominated Municlples

General Description

Short term, promissory
note of borrower, sold ata
discount, letter of credit
required

9 months to 15 years
malurities, non-callable,
agency rather than under-
wrilten rated (Moody's or
S&P's)

1-30 years matunties

$5-50 million, 525 year
matunties, rate set at of
fering

Issue and payments in
foreign currency, atiractive
to issuer with private pur-
pose

Advantages

Low Interest rates. broad
market

Vanable size, specific use,
tailored 1o buyers needs,
active market

Large and hiquid, fasttime
frame, call flexibility

Fast access, small size, de-
layed funding

Issues can be smallerthan
In the domestic market,
lower total interest cost,
arbitrage advantage, quick
delivery

Disadvantages

Reissuance nisk, active
management

Higher rates than com-
mercial paper.

High interes! rates

Not cost effective for large
deals, stncter call prowi-
sions, hmited market for
long maturities.

Requires market “name
recogntion’, bond counsel
approval can be difficult,
short maturdies, cost of
currency hedge.

Restrictions on types of
activities which may be
financed with tax-exempt
debt and limitations on the
amount of allowable
outstanding tax-exempt
debt will Increase the

use of taxable debt by
educational Institutions.
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New Board Members

The Forum for College Financing Altemahves is pleased to announce that three new members
have joined its Technical Advisory Board, Dr. Jack C. Blanton, Mr. Arthur J. Kalita and Dr. William
F. Massy. Dr. Blanton is the Vice Chancellor for Administration at the University of Kentucky.
He earned his Ph.D. there in higher education administration, and he has served as the Chair-
man of the Finance Management Committee of NACUBO, a position he will leave July 1, 1987
when he becomes a member of the NACUBO Executive Board. Mr. talita is Managing Director
of J.P. Morgan Securities, Inc. He is also a Senior Vice President at Morgan Guarantee Trust
Co. and has served as the Exacutive Director of the Public Securities Association. Dr. Massy
is the Vice President for Business and Finance at Stanford University. He earned his Ph.D. in
Economics from the Massachusetts Institute of Technology and has written numerous books,
articles, and papers on higher education financxal managment.
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